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Executive Summary 
Introduction and Project Objectives 
Mercer Government Human Services Consulting (Mercer) was engaged by the 
California Department of Health Services (CDHS) to conduct a review of both the 
process utilized to develop Medi-Cal capitation rates, and the reimbursement 
structure (i.e., the various capitation rates paid to the health plans) currently in place 
for the Medi-Cal managed care program. Both the rate development itself and the 
reimbursement structure contribute to the end goal of ensuring that reimbursement 
under an at-risk managed care program is reasonable, appropriate, and attainable, and 
results in actuarially sound capitation rates. Either piece alone (rate development 
process or reimbursement structure) cannot fully achieve the end goal if the other is 
significantly lacking. CDHS requested these reviews to identify potential options for 
improvement in both aspects, for consideration by CDHS for future implementation. 
The reviews were done with a focus on prospective opportunities, and in no way 
represent any judgment on the actuarial soundness of prior or current rates for any 
Medi-Cal program or managed care plan.  
 
Mercer approached these reviews based on several key premises. The first was that 
CDHS was open to any and all potential opportunities for improvement with respect 
to capitation rate development and reimbursement structure. Second, that there is no 
one-size-fits-all solution, and there is more than one way to accomplish the end goal 
of appropriately matching payment to risk. Finally, and perhaps most importantly, 
CDHS’ Medi-Cal program goals and operational and resource realities need to be 
taken into consideration when determining which options identified and 
recommended are most appropriate to pursue and implement. 
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On a related note, CDHS also engaged Mercer in a separate project to assess the 
overall viability of the base data sets available to the State for capitation rate 
development. That project included reviewing managed care plan encounter and other 
financial data for completeness, accuracy, and applicability for use in rate 
development. The results of this related project are documented in a separate report to 
be released in September 2006.  
 
Review Approach/Methodology 
The key steps in the approach/methodology to our reviews were as follows: 
 Obtain an understanding of the three primary managed care contracting models;  

Two-Plan, County Organized Health System (COHS), and Geographic Managed 
Care (GMC). The populations covered (mandatory versus voluntary), and the 
covered services provided, vary somewhat among these three models. 

 Perform a thorough review of the current capitation rate development processes 
utilized by CDHS for the Medi-Cal managed care program. This included a 
review of all rate development elements/processes from the base data utilized 
through all trend and other adjustments applied that result in the final rates. 

 Review the July 22, 2003 Centers for Medicare and Medicaid Services (CMS) 
Medicaid Rate Setting Checklist, “PAHP, PIHP and MCO Contracts Financial 
Review Documentation for At-risk Capitated Contracts Ratesetting.”  

 Review the American Academy of Actuaries (AAA) Practice Note, August 2005, 
“Actuarial Certification of Rates for Medicaid Managed Care Programs.”  

 Survey other Mercer client states on the rate development processes and 
reimbursement structures utilized in their Medicaid programs. Create an inventory 
of key findings from this survey. 

 Summarize the key observations/findings from our reviews and develop a list of 
potential opportunities for improvement to the Medi-Cal rate development 
process and reimbursement structure. 

 Identify Mercer’s highest priority recommendations for consideration by CDHS 
for implementation. 

 
In an effort to appropriately obtain input/reaction from the Medi-Cal contracted 
health plans, the objectives of, and approach to, these reviews were presented to the 
Medi-Cal contracted health plans initially in December of 2005. CDHS and Mercer 
asked the health plans to provide feedback based on this presentation. The 
correspondence received from the health plans in response to that request is included 
in this report as Appendix A. Generally speaking, the health plans indicated their 
support for the efforts of CDHS to improve their rate development processes and 
reimbursement structure. However, the health plans also offered some cautionary 
notes and other suggestions to be considered by CDHS and Mercer in performing the 
reviews. 
 
Upon completion of preliminary findings and recommendations, another presentation 
was made to the Medi-Cal health plans in May of 2006. Again, CDHS and Mercer 
requested feedback based on the presentation of preliminary findings and 
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recommendations. The correspondence received from the health plans in response to 
that request is included in this report as Appendix B. Overall, the health plans’ 
comments received were generally supportive of the findings and recommendations, 
however there were sometimes differing opinions on particular findings or 
recommendations. 
  
Prioritized List of Recommendations for Consideration by CDHS 
The reviews resulted in the identification of several options that may provide 
opportunities for potential improvement to both the rate development process, and the 
reimbursement structure. In some cases, the options presented are mutually exclusive 
of one another, and in other cases, they can be either entirely independent or even 
complimentary to each other. As mentioned previously, Mercer strongly believes that 
there is more than one way to accomplish the end goal of appropriately matching 
payment to risk (i.e., there is not a one-size-fits-all approach). This belief is widely 
shared by the actuarial community and is reflected in many actuarial writings, 
including the American Academy of Actuaries’ discussion papers. In addition, the 
options identified and recommendations contained in this report must be considered 
in terms of their potential short- and long-term benefits, as compared to the realities 
of systems and other resource limitations of CDHS — or any state Medicaid agency. 
 
The following list contains the recommendations Mercer considers most important for 
earlier consideration by CDHS. 
 Utilize up-to-date health plan encounter data, as well as data beyond the COHS 

plans, supplemented as necessary and appropriate, as the base data source for 
future rate development efforts. 

 Develop county and/or model specific capitation rate processes.  
 Implement standardized Medi-Cal specific financial reporting for health plans by 

major capitation risk group. 
 Perform a detailed review of health plan financial statements to identify 

appropriate costs and/or factors for use in rate development. 
 Revise the capitation rate calculation model to capture both utilization and unit 

cost values. See “Typical” Mercer Capitation Rate Calculation Sheet (CRCS) in 
Appendix C. 

 Further analyze data to identify the best possible capitation risk groups and 
service categories for future rate-setting. A reconfiguration of capitation risk 
groups and service categories may be employed based on the outcome of such 
analysis. 

 Implement a maternity supplemental payment to cover the cost of all deliveries 
(may consider implementing a separate < age 1 rate at the same time). 

 Develop a mechanism to measure the relative risk of each health plan in order to 
identify adverse/positive selection. Aside from potentially adjusting capitation 
payments, an additional result of this analysis could be the implementation of 
performance incentives to reward better quality/performance. 
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Additional analyses will likely be necessary by CDHS to thoroughly understand and 
identify the resources required and operational changes necessary to implement any 
of these recommendations. Engaging in those analyses is the most logical next step 
for CDHS. 
  
Mercer would like to take this opportunity to thank the many individuals within the 
Medi-Cal Managed Care Division, and specifically the Capitation Rate Unit, who 
graciously gave of their time in order to strengthen Mercer’s understanding of the 
Medi-Cal specifics contained within this report. The CDHS staff has a strong 
understanding of their program, and the details of their capitation rate development 
process and reimbursement structure. They are dedicated to continuous improvement 
in the Medi-Cal program. 
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 2  

Introduction 
Background 
California utilizes a unique blend of managed care contract models to provide 
services to more than half of the State’s Medi-Cal eligible members. As of June 2006, 
approximately 3.4 million (51 percent) of all Medi-Cal enrollees (approximately 6.7 
million), were served through one of the three primary managed care contract models. 
They include the Two-Plan model, County Organized Health Systems (COHS) 
model, and the Geographic Managed Care (GMC) model. Covered populations (i.e., 
which members must enroll on a mandatory basis versus a voluntary basis) and the 
covered Medi-Cal services included in the full risk contracts, vary among these three 
models. In total, there are currently 20 health plans that hold contracts with the State 
to provide services to Medi-Cal members in 22 counties. Some of these health plans 
contract with the State under more than one of these models, and some may even act 
as subcontractors for other Medi-Cal health plans. The State contracts with 
commercial health plans, as well as health plans whose primary or sole line of 
business is Medi-Cal and other government-funded populations.  
 
Within the Federal Department of Health and Human Services (HHS), the Centers for 
Medicare and Medicaid Services (CMS), is the agency that oversees and regulates the 
Medicaid program. CMS requires that capitation rates paid to at-risk managed care 
health plans be developed in an actuarially sound manner — Federal Register, Friday, 
June 14, 2002, 42 CFR 438.6(c)(1)(i).  
 
Mercer was engaged by the California Department of Health Services (CDHS) to 
conduct a review of both the process utilized to develop Medi-Cal capitation rates and 
the reimbursement structure currently in place for the Medi-Cal managed care 
program. This report includes a description of Mercer’s methodology, findings and 
opportunities for improvement related to this engagement. A project summary is 
included on the next page. This review did not cover the rate development process or 
structure for any specialty managed care contractors such as PACE or SCAN. 
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CDHS also engaged Mercer in a separate project to assess the overall viability of the 
base data sets available to the State for capitation rate development. That project 
included reviewing managed care plan encounter and other financial data for 
completeness, accuracy, and applicability for use in rate development. The results of 
this related project are documented in a separate report.  
 
Project Summary and Objectives 
As mentioned above, Mercer was engaged by CDHS to conduct a review of both the 
process utilized to develop Medi-Cal capitation rates, and the reimbursement 
structure currently in place for the Medi-Cal managed care program. Both the rate 
development process itself and the reimbursement structure utilized, contribute to the 
end goal of ensuring that reimbursement under an at-risk managed care program is 
reasonable, appropriate, and attainable, and results in actuarially sound capitation 
rates. Either piece alone (the rate development process or reimbursement structure) 
cannot fully achieve the end goal if the other is significantly lacking. CDHS requested 
these reviews to identify potential options for improvement in both aspects, for 
consideration by CDHS for future implementation. The reviews were done with a 
focus on prospective opportunities, and in no way represent any judgment on the 
actuarial soundness of prior or current rates for any Medi-Cal program or managed 
care plan.  
 
We approached these reviews based on several key premises. The first was that 
CDHS was open to any and all potential opportunities for improvement with respect 
to capitation rate development and reimbursement structure. We confirmed this with 
CDHS at the onset of the review project. Second, that there is no one-size-fits-all 
solution, and there is more than one way to accomplish the end goal of appropriately 
matching payment to risk. A variety of options exist and in fact we do not know of 
any two Medicaid programs that have identical rate development processes and 
reimbursement structures. Finally, and perhaps most importantly, in light of the 
previous premise, CDHS’ Medi-Cal program goals and operational and resource 
realities need to be taken into consideration when determining which options 
identified and recommended are most appropriate to pursue and implement. 
 
Report Layout 
This report separately addresses the review of the capitation rate development process 
and the review of reimbursement structure over the next two sections. We will discuss 
the approach/methodology, as well as the observations and identification of potential 
opportunities for improvement for each component separately. However, because the 
two components are both critical to achieving the end goal of appropriate 
reimbursement, we have included a combined list of prioritized recommendations for 
consideration by CDHS for future rate development.  
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 3  

Medi-Cal Capitation Rate Development Process 
Review 
Review Approach and Methodology 
The approach used in this review included several components. The first was to 
obtain a complete understanding of the Medi-Cal managed care program structure 
and the differences among the three primary contracting models utilized (Two-Plan, 
COHS, and GMC). The populations covered on a mandatory versus voluntary basis, 
as well as services covered by the health plans vary somewhat among the three 
models. Therefore, understanding these differences is an important step toward 
evaluation of rate processes and reimbursement structures.  
 
The next step was to thoroughly review the rate development processes currently 
utilized by CDHS. Mercer obtained and reviewed the Two-Plan Rate Manuals for the  
October 1, 2004 – September 30, 2005, and October 1, 2003 – September 30, 2004 
time periods as part of this review. Interviews were also conducted with CDHS 
actuaries and actuarial staff regarding the rate development process. The interviews 
included discussions about the process in general, sources of and use of base data, and 
calculation of trend and other program and/or data adjustments that are applied to roll 
the base data forward to the contract time period. In some cases, the CDHS actuarial 
group walked us through actual calculations to more thoroughly explain their 
methods and approaches. 
 
In addition, we used further resources including the CMS Medicaid Rate Setting 
Checklist (both the most current, and most recent prior, versions), the AAA Practice 
Note, additional actuarial literature, and professional judgment based upon Mercer’s 
20+ years of working with state Medicaid programs across the country. These 
resources were utilized to help us ensure we explored all of the appropriate questions 
regarding the current process used by CDHS, and as supplemental information to 
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consider in the development of other options and alternatives for CDHS’ 
consideration. 
 
Mercer reviewed rate development processes/methods used in the Medicaid programs 
in other states in order to gain a high-level perspective of the variety of, and 
alternative, processes utilized elsewhere. We compiled a summary of key rate 
development aspects from our survey of other client programs.  
 
Actuarial Soundness 
CMS and the American Academy of Actuaries have provided guidance regarding the 
definition of actuarial soundness for Medicaid. As mentioned above, Mercer utilized 
these (and other) points of reference regarding actuarial soundness while conducting 
this review of the Medi-Cal capitation rate-setting methodology. 
 CMS1 – Federal Register, Friday, June 14, 2002, 42 CFR 438.6(c)(1)(i). 

Actuarially sound capitation rates means capitation rates that: 
– Have been developed in accordance with generally accepted actuarial 

principles and practices; 
– Are appropriate for the populations to be covered, and the services to be 

furnished under the contract; and 
– Have been certified, as meeting the requirements of this paragraph (c), by 

actuaries who meet the qualification standards established by the American 
Academy of Actuaries and follow the practice standards established by the 
Actuarial Standards Board. 

 The July 22, 2003, CMS Medicaid Rate Setting Checklist, “PAHP, PIHP and 
MCO Contracts Financial Review Documentation for At-risk Capitated Contracts 
Ratesetting”. This 19-page document is used by CMS’ Regional Offices in their 
review and approval of state capitation rate submissions. 

 The AAA Practice Note, August 2005, “Actuarial Certification of Rates for 
Medicaid Managed Care Programs.” 

 
AAA Practice Note Proposed Definition of Actuarial Soundness: 
Medicaid benefit plan premium rates are “actuarially sound” if, for business in the 
state for which the certification is being prepared and for the period covered by the 
certification, projected premiums, including expected reinsurance and governmental 
stop-loss cash flows, governmental risk adjustment cash flows, and investment 
income, provide for all reasonable, appropriate, and attainable costs, including health 
benefits, health benefit settlement expenses, marketing and administrative expenses, 
any state-mandated assessments and taxes, and the cost of capital.  
 

                                                 
1 Note: CMS has indicated 1903(m)(2)(A)(iii) was really the initial legal authority for payments to be 
“made on an actuarially sound basis.” CMS did not enforce this previous requirement. 
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The Practice Note provides “nonbinding guidance” to a Medicaid actuary. It does not 
have the binding authority of an Actuarial Standard of Practice (ASOP). Still, the 
Practice Note carries considerable weight within the Medicaid actuarial profession.  
 
In addition, there are other considerations to be made regarding actuarial soundness 
and appropriateness of capitation rates. Mercer believes that CDHS and CMS 
administrators and regulators, as well as California and federal taxpayers, have the 
flexibility to be able to demand optimal achievable value from health plans. CDHS 
and CMS may (or may not) choose to fully exercise this right. Simply put, just as 
there are superior, good, mediocre, and poor consulting actuaries, there are superior, 
good, mediocre, and poor health plans from an efficiency and effectiveness 
standpoint. CDHS and CMS do not have to pay for mediocre or poor health plans. 
Further, since no entity is perfect, even the superior health plans can improve. This 
concept can play a key role in the discussion on base costs. 
 
Observations and Opportunities 
The following section summarizes Mercer’s observations regarding the current 
methodology employed for the development of Medi-Cal capitation rates. Then, we 
identify potential opportunities for improvement after each rate development 
subsection. 
 
Base costs 
Underlying Data 
The base period of the claims/encounters and financial data includes dates of service 
from July 1, 2001 to June 30, 2002, with claims run out through December 31, 2002. 
Base data is from four COHS plans operating in seven counties. Therefore, the base 
data set is comprised of only 8 percent of Medi-Cal’s managed care membership. The 
base data set utilized historically was believed by CDHS to be the most complete and 
reliable data at that time. 
  
CDHS developed rates for six eligibility Aid Code groups for Two-Plan model 
counties including Family, Disabled, Aged, Adult, AIDS, and Breast and Cervical 
Cancer Treatment Program (BCCTP). As a result of adjustments for Medicare Part D, 
these have expanded to nine Aid Code groups (Disabled, Aged and AIDS are 
separated into ‘with Medicare’ and ‘without Medicare’). In addition, CDHS analyzes 
costs by 4 provider types (consolidated categories of service) including Pharmacy, 
Hospital Inpatient, Outpatient (includes physicians, clinics, hospital outpatient, 
laboratory services, and almost all other providers), and Long Term Care (LTC) 
facilities.  
 
Opportunities 
 Utilize Two-Plan Model data for Two-Plan Model rate development, COHS 

Model data for COHS Model rate development, and GMC Model data for GMC 
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Model rate development. In addition to increasing the underlying data 
representation by contract type, it would also decrease capitation rate reliance 
upon such a small percentage of the total managed care population. 
Area/geographic adjustment factors (see below) could also be moderated under 
this scenario. 

 Increase the number of provider types (categories of service) to be analyzed, 
segmenting such categories as outpatient facility, ER, primary care physician and 
specialty physician services. 

 Split base data into two components (utilization and unit cost). 
 Explore shadow pricing (use of a standardized fee schedule, or multiplier of a 

standardized fee schedule) methods for encounter data. 
 Utilize more ad hoc data requests to health plans to fill in missing data elements. 
 For counties or aid codes with small numbers of individuals, consider adding a 

second year of base data. Employ credibility adjustment to smooth data. 
 For Voluntary models, analyze and adjust for any “selection” bias (where less 

healthy individuals have a tendency to remain in the FFS program). Apply 
voluntary selection adjustments, where appropriate. 

 
Underlying Data Adjustments 
Once the base encounter data was collected and summarized, it was adjusted to tie to 
audited financial statements. This included an analysis of sub-capitation payments by 
the COHS plans to their providers. In addition, adjustments were applied by provider 
type and Aid Code group to the extent possible. CDHS makes coverage adjustments 
(additions and subtractions) for such items as: Child Health and Disability Prevention 
(CHDP) services, psychotropic drugs, abortion, and California Children's Services 
(CCS) claims to standardize benefits over all base plans. Finally, a further adjustment 
is made that uses a more current distribution of eligible member months, by Aid Code 
group.  
 
Opportunities 
 Utilize more directly applicable data, resulting in fewer adjustments to the base 

data. 
 Perform periodic on-site and/or desk reviews of any financial statement data used 

in rate development to ensure it is directly applicable and represents only the costs 
for Medi-Cal eligible members and Medi-Cal covered services. 

 Improve the usefulness of financial reporting from the contracted health plans by 
implementing a Medi-Cal specific financial reporting requirement.  

 
Adjustments - Explicitly Displayed Factors (Age/Sex, Duration, Coverage, 
Program Changes) 
There are several adjustments that are applied for each specific Aid Code group for a 
specific health plan. First, for Age/Sex there are separate male and female factors, 
with eight Age groupings for Family, six Age groupings for Disabled, and three Age 
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groupings for Aged. Relative costs for each of the four provider types are determined 
for each of the groupings.  
 
The Duration factor accounts for COHS claims data, including coverage of a 
retroactivity period. Because enrollment in the Two-Plan model and GMC model 
takes at least two months, an adjustment must be made to account for the higher first 
months of claims experience inherent in the COHS data. The Coverage adjustment 
further adds or removes services from the rate calculations such as mental health, 
acupuncturist, and chiropractic costs. The cost of LTC facilities after the month of 
entry and the month following are also removed since they are not the responsibility 
of Two-Plan model and GMC model health plans after this time period. A Program 
Change adjustment accounts for changes in reimbursement levels or service coverage 
not accounted for within the base costs, but expected to be incurred by the health 
plans. 
 
Opportunities 
 Develop and incorporate Area/Geographic differentiation that would be 

applicable for all categories of aid groups (capitation risk groups). 
 Utilize COHS, Two-Plan, and GMC plan-specific data for adjustments to the 

extent possible. If it is not possible due to data limitations, utilize statewide 
managed care and/or Fee-for-Service (FFS) data as alternatives. 

 Base Age/Sex adjustment factors on a broader database. 
 Review large or “outlier” claims periodically to determine any unusual one-year 

impact upon base data adjustment factors. If anything out of the norm is 
identified, budget-neutral data smoothing should be employed. This is particularly 
important when data is sliced into finer gradations.  

 
Trend: Unit Cost, Utilization 
CDHS applies both utilization and unit cost trend percentages for each year. There are 
five service categories for which trends are received from the actuarial consulting 
firm Milliman, Inc. (Hospital Inpatient, Hospital Outpatient, Physician, Pharmacy, 
Other). Within rate development, the Hospital Outpatient trend is applied to the 
Hospital Outpatient, Physician, and Other categories of service. CDHS determines the 
utilization and unit cost trends for LTC based on changes to the Medi-Cal FFS rates. 
 
CDHS utilizes a range of trend values for unit cost trend and a point estimate for 
utilization. A review of the four service category distribution (Pharmacy, Hospital 
Inpatient, Outpatient, Long Term Care) from the Sample Capitation Rate Worksheet 
in the Two-Plan Rate Manual yielded weighted composite trends ranging from 
approximately 5.5 percent to 5.9 percent. 
 
Opportunities 
 Mercer would recommend an expansion into nine or more categories of service 

for trend analysis: Hospital Inpatient, Outpatient Facility, Emergency Room, 
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Primary Care Physician Services, Physician Specialty Services, Pharmacy, 
Lab/Radiology, Long Term Care Facilities, and All Other. 

 Develop trend factors based on Medi-Cal specific data. 
 
Administration Percentage, Adjustment, Contribution to Surplus/Reserves 
(Underwriting Profit) 
CDHS currently sets administration loading at ten percent of medical costs. There is 
an adjustment of +1.5 percent for “Local Initiative” (LI) plans and -1.5 percent for 
“Commercial” plans in the Two-Plan model. This results in an administration loading 
of 11.5 percent for LI plans and 8.5 percent for Commercial plans. This adjustment 
does not apply to Fresno County, which has two commercial plans and no local 
initiative. The adjustment is intended to account for contracting requirements with 
Disproportionate Share Hospital (DSH) providers. 
 
There was no loading for contribution to surplus/reserves (underwriting profit) during 
the two years of rate development reviewed. The underwriting profit loading was not 
explicitly described in the October, 2004 – September, 2005 Two-Plan Rate Manual. 
 
Opportunities 
 Use a fixed/variable approach for setting the administrative component of 

capitation rates. This results in a lower administration percentage to higher claim 
cost category of aid groups/rate cells and visa versa. 

 The +/- 1.5 percent adjustment for contracting requirements with DSH providers 
should be analyzed, and if still appropriate it should be reflected in the hospital 
inpatient medical cost base, as was previously the case. Any differential would be 
due to provider contracting/unit cost and not related to health plan administration. 

 Reflect Administration as a percentage of the total capitated premium.  
 Add any mandated assessments and/or premium taxes in addition to the normal 

administration load. 
 Utilize a combined underwriting profit/risk/contingency assumption range of 2 – 

4 percent. In today’s environment, many states are towards the 2 percent end of 
that range. (Note that this range is not universal. From the AAA Practice Note, 
page 24, “If the target-operating margin is 0 percent for the entire system…” 
Followed a few sentences later by, “Many actuaries prefer the target-operating 
margin to be positive (i.e., rather than be 0 percent).)  

 
Budget Factor 
CDHS currently includes a budget factor in the calculation of Medi-Cal capitation 
rates. The use of a budget factor limits health plan funds to those spent if rates from 
the prior state fiscal year (SFY) were frozen, adjusted positively or negatively for any 
appropriation item change (i.e., new legislation). The budget factor used by CDHS 
does take into account projected populations, and varies by health plan. The factor 
can also vary by Aid Code. Health plans in multiple counties may request to 
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reallocate dollars on a county or aid group basis, but this must be projected to be 
budget neutral. 
 
The AAA Practice Note indicates, “Actuarially sound rates or ranges of rates depend 
on the benefits provided and the population covered. These rates are normally 
independent of budget issues unless benefits or populations change.” The Practice 
Note also states, “In rate-setting, there is normally a range of reasonable assumptions. 
Budgetary constraints may influence the selection of certain assumptions toward the 
low end of the range. However, the actuary would usually be prudent to select 
assumptions that are individually reasonable and appropriate when deriving the final 
premium rates.” Mercer supports the AAA’s statements, and notes the respective use 
of the phrases “normally independent” and “may influence”. Clearly, exceptional 
circumstances may exist in any situation. While the actuary must be able to justify all 
assumptions and factors to her/himself as part of the rate development and subsequent 
certification process, the actuary certifies to the complete rate, and not the individual 
components of the rate.  
 
Opportunities 
 As previously described, CDHS has the flexibility to demand optimal achievable 

value from health plans. 
 As necessary, develop and apply financial experience adjustments for use in rate 

development, and employ during a rate update process (as opposed to a base data 
rebasing where more current claims/encounter data is analyzed).  

 Price capitation rates on a risk-assessed/evaluated most efficient and effective 
current health plan basis, not on the Model weighted-average experience, or 
consider somewhere in between. 

 Utilize health plan on-site operational and financial reviews to gain greater 
knowledge of the true level of health plan efficiency and effectiveness. This 
process generates recommendations on cost saving opportunities, which often can 
translate in whole or in part into capitation rate reductions (via base data 
adjustments). This should be a win-win for the health plan and state as health plan 
claims cost expenditures would be expected to be lowered.  

 Analyze encounter/claims data for specific service category savings such as: 
– preventable hospital admissions; 
– reducing low acuity non-emergent emergency room visits; and 
– all pharmacy management program components. 

 
A combined list of prioritized recommendations is presented later in this report. 
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 4  

Reimbursement Structure Review 
The goal of a reimbursement structure (i.e., the various capitation rates paid to health 
plans) is to appropriately match payment to risk. Capitation rates are based upon the 
probability of a population costing a certain “average” amount. Even if a health plan’s 
capitation rates are appropriate for the probable average costs for the populations to 
be served, under full risk capitation, the health plan is always at risk for experience 
outliers, where unit cost, utilization, or both, are significantly higher than average.  
Conversely, if the reimbursement structure does not provide for sufficient 
differentiation, health plans may inappropriately benefit by covering demographically 
healthier-than-average individuals. 
  
Proper matching of payment to risk is the most cost-effective way to operate an at-
risk Medicaid managed care program. That is to say, it allows a state to spend funds 
in the most appropriate manner, avoiding significant overpayments, as well as 
underpayments. In addition, reimbursement structures fall under 42 CFR 
438.6(c)(2)(i): “All payments under risk contracts and all risk sharing mechanisms in 
contracts must be actuarially sound.” 
 
Review Approach and Methodology 
Mercer created an inventory of reimbursement structures and approaches utilized by 
fourteen other state Medicaid programs. This was done in order to identify a 
reasonable representation of alternative approaches that are available and may be 
appropriate for consideration by CDHS. We conducted web-searches and interviews 
with key actuarial staff members of other Mercer teams who work with the fourteen 
other state Medicaid programs. These individuals are involved in the development of 
capitation rates for these Medicaid managed care programs and therefore have a very 
detailed knowledge of the reimbursement structures and payment methodologies 
utilized. A standard interview guide was developed to ensure consistency between 
interviews. A matrix that summarizes the results of the survey is included in this 
report as Appendix D. 
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We utilized the results of the survey to identify the prevalence of the various 
reimbursement structures/methods used elsewhere. In this report we discuss the 
various reimbursement structures identified, examine their typical applications, and 
consider the pros and cons they may have. While some of these concepts may be 
implemented in somewhat different ways in Medicaid managed care programs that 
were not part of our review, we believe the concepts discussed in this report easily 
cover the vast majority of options being utilized elsewhere. 
 
Discussion of Reimbursement Structures/Approaches 
Managed Care Program Design  
Before evaluating which reimbursement mechanisms to employ, it is important to 
understand the key elements of a managed care program. Program design has a direct 
impact on risk and, therefore, must be accounted for in both capitation rate 
development and reimbursement approach. Specifically, the populations covered, 
restrictions on enrollments, health plans involved, and limitations on populations and 
benefits all can affect risk patterns. For example, voluntary versus mandatory 
enrollment managed care programs have different risk characteristics. The status of 
this component of program design is important in determining whether “average” risk 
can be achieved. In addition, the participation of multiple health plans in a Medicaid 
managed care program will also have an impact on risk. A single health plan would 
assume the risk of all members, while multiple health plans would have varied 
populations and, therefore, more varied risk. The exclusion of certain high-risk 
populations can lessen potential risk differentiation. In addition, the exclusion of 
certain services (typically high cost) can also help to mitigate potentially significant 
risk differentiation. But obviously, exclusions from managed care also means losing 
the presumed aspects of managed care related to access, quality, and cost. So clearly, 
there are multiple factors to be considered in any design approach. And finally, the 
inclusion of Long Term Care Services (Nursing Facilities) in a managed care program 
typically works best with the use of a special reimbursement mechanism as these 
services are very expensive.  

. 
Performance Incentives 
Some states have financial performance incentives built into their contracts with the 
health plans. New York and Pennsylvania have incorporated such a financial 
component as an incentive to the health plans. This is a direct way to get additional 
funds to quality plans. Importantly, the incentives should be conditioned upon a 
specified activity that will occur or a target to be met. The incentives must be affected 
by the entity’s actual performance or non-performance of the contract. CMS limits 
performance incentives to 5 percent of the approved capitation rate, attributable to the 
enrollees or services covered by the incentive arrangement. In addition, incentives 
cannot be renewed automatically, must be for a fixed time period, and must be 
available to both public and private contractors.  
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Performance incentives can be structured so that they are budget neutral or to make 
available additional funds to the managed care plans in total. To achieve budget 
neutrality, the performance funding would be withheld from all health plan capitation 
and then paid out based on results to the plans that performed best. This results in a 
funding increase for the top quality plans. On the other hand, health plans typically 
prefer the approach where new funding is made available above and beyond current 
levels. Their argument would be that it costs money to continue to improve quality 
and that they should be rewarded for that upfront investment. 
 
Risk Difference Adjustment Mechanisms 
A variety of methods and approaches are available to adjust for risk differences 
including rate classification, risk adjustment, and risk sharing.  
 
Rate Classification 
Rate classification is one of the most basic forms of risk adjustment. The concept is to 
group the variety of eligible populations into homogeneous groups, from a risk 
perspective. This is typically done based on demographic and other risk 
characteristics including category of aid (i.e., how they became eligible for Medicaid 
coverage), age, gender, Medicare coverage status, and geography. The combination 
of these elements can provide valuable predictive information and allow payment to 
be structured in accordance with the risk of each group.  
 
Consider, for example, the difference between a newborn and a 10 year old child. If 
both children are eligible for the program based purely on income, the likelihood is 
very high that the newborn, who automatically enters the world in an inpatient 
hospital stay and then has frequent recommended doctor visits during the first year of 
life, will be significantly more costly than the 10 year old child. In this case gender is 
not a key differentiator of risk. However, for otherwise healthy (i.e., non-disabled) 14 
– 44 year olds, the health care risk difference between a male and a female is 
substantial due to maternity related costs. Finally, on average, a disabled individual 
who is eligible for Medicare is far less expensive for Medicaid than a disabled 
individual of the same age who is not eligible for Medicare. Utilizing this type of 
readily available information to create proper capitation risk groups can go a long 
way toward matching reimbursement to risk. 
 
There is no downside to utilizing the most appropriate capitation risk groups. 
However, it does take time and resources to initially analyze the underlying cost 
drivers for each group to identify the best matches. In addition, Information 
Technology system modifications may be necessary to capture the necessary data for 
proper classification of individuals. Most states we reviewed utilize multiple 
capitation risk groups to drive capitation payments, but no two states used the exact 
same mix of risk groups. 
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Risk Adjustment 
The typical forms of risk adjustment available include: 
 state-sponsored reinsurance (i.e., stop-loss coverage), 
 diagnosis-based risk adjustment, and  
 supplemental payments.  

 
State-sponsored reinsurance - Reinsurance is most typically thought of as a means to 
ensure financial viability of health plans, for which it can be quite appropriate and 
effective. However, when structured properly, it can also act as an effective risk-
adjustment mechanism. In order for this to work best and be truly effective and 
budget neutral to the state, participation by the health plans must be mandatory. This 
is possible because the estimated “average” excess risk is withheld from capitation 
payments across all plans (assuming each plan has the same fundamental risk), but 
the reinsurance reimbursement is made to the health plans that experience the actual 
high cost cases. In this way, the funding for this average excess risk is paid out to the 
health plans that experience above average excess risk, thereby not overpaying other 
health plans.  
 
Under individual stop loss/reinsurance, coverage is provided for costs incurred for 
covered health care services provided to an individual enrollee over the course of a 
year (either total costs or for a specific service such as inpatient). Costs beyond a 
certain limit (the deductible or attachment point) are either entirely or partially 
assumed by the state (and CMS). By only partially assuming costs above the 
deductible level, the state provides a continued incentive to the health plan to actively 
manage the care of the member.  
 
During development of a self-funded reinsurance program, a state must specify how 
the encounters/claims will be valued. Use of the Medicaid fee schedule is most 
common and ensures the health plan is not reimbursed based on excessive rates. A 
state-run reinsurance program also takes staffing and systems resources to operate. 
However, by automating the reinsurance process to run off health plan submitted 
encounters, the state can provide an incentive for timely, accurate, and complete 
encounter submissions. States can realize a cash-flow benefit by pulling this funding 
out of the capitation rates and holding it until the occurrence of the excess risk event. 
However, it can be tricky to budget properly for reinsurance payments. Only two of 
the states from our survey currently utilize state-run reinsurance programs. 
 
Diagnosis-based risk adjustment – Various states utilize diagnosis-based risk 
adjustment for some of their Medicaid managed care capitation rates. Under this type 
of risk difference adjustment mechanism, costs are identified and analyzed based on 
historical diagnosis information, and in some cases demographic factors. The benefit 
of analysis based on diagnosis is that it is a better predictor of future costs than 
age/sex alone. There are several types of risk adjustment models. We have identified 
the most widely used models below along with some characteristics of each. 
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 Chronic-Illness Disability Payment System (CDPS) 
— Developed by the University of California, San Diego 

 — Utilizes 67 category groupings 
 — Base data (weights) from early 1990s 
 — Medicaid-specific (separate TANF and SSI models) 

— No future updates scheduled unless funding becomes available (pharmacy is 
separate) 

 — Most popular with state Medicaid agencies 
 — No fees (except to classify new ICD codes into CDPS categories) 
 Adjusted Clinical Groups (ACG) 

 — Developed by Johns Hopkins University 
 — Utilizes 81 category groupings 

— Base data (weights) from 1996 – 2000, but from commercial (non-Medicaid) 
population 

 — Flat dollar base fee, then sliding scale per life fee 
— Only a few Medicaid agencies use, but over 200 commercial health plans 

utilize 
 — Well supported 
 — Pharmacy being considered 
 — Clinical-based applications readily available 
 Diagnostic Cost Groups (DCG) 

— Developed by a private firm: DxCG 
 — Believed to have the highest estimation power 
 — 136 category groupings 
 — Base data (weights) from 2000–2001 (1 Medicaid program data available) 
 — Used by Medicare and over 150 commercial health plans 
 — Well supported 
 — Flat dollar base fee, then sliding scale per life fee 
 — Clinical-based applications readily available 
 Medicaid Rx 

 — Developed by the University of California, San Diego 
 — 45 condition categories and 11 age/sex categories 
 — Developed and released in 2000 (Medicaid-specific data) 
 — Generally believed to be not as predictive as other three models  

— Pharmacy data completes much more quickly so more current data can be 
utilized 

— Due to high level of automated claims submission and PBMs, pharmacy data 
usually thought to be more accurate and complete than other types of claims 

 — Scheduled to be used by Florida to adjust individual premiums 
 
All of these diagnosis-based risk adjustment tools require good quality and relatively 
complete data to be most effective. They are most commonly used to drive payment 
for higher risk populations such as Seniors and Persons with Disabilities (SPD). That 
is because these eligibility groups are by definition higher risk, typically stemming 
from chronic conditions that can be reasonably well predicted using these models. It 
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is typically more expensive to set capitation rates using these models. So, it is 
important to assess whether it is worth the potential extra time and money to use these 
tools (i.e., are other risk difference adjustment mechanisms available and reasonably 
effective?). In addition, if risk adjustment is utilized on voluntary populations, FFS 
data must be analyzed and scored as well. 
 
Maternity and Other Supplemental Payments – Supplemental payments can be used 
in conjunction with Medicaid capitation rates. Most states that attempt to account for 
maternity selection, other than via inclusion within age/sex rating cells or factors, 
provide for a lump-sum payment upon the birth of a child to an eligible and enrolled 
member. Payment typically covers costs related to pre-natal, delivery, and post-
partum care expenses. Payment can be triggered by a notification/certification from 
the health plan (with follow-up verification by the state — by way of vital records for 
instance), or via encounter data submission. Validation is highly important. Some 
states have transferred pregnancy-related expenses to separate newborn rate cells. 
While this may be an improvement over no adjustment at all, Mercer views the 
separate maternity supplemental payment as preferable. 
 
States sometimes utilize supplemental payments for other eligible conditions as well: 
HIV/AIDS is a good example of this. The members with HIV/AIDS are included in 
the regular capitation approach, as would be pregnant women, but then supplemental 
payments are made to health plans to cover the higher expected costs of these 
members.  
 
Supplemental payments are calculated on a budget neutral basis. Therefore, there is 
actually some cash-flow benefit to the state by withholding payment from regular 
capitation until the actual expensive episode occurs. In the same way as other risk 
adjusters, the funding is directed only at the health plans that incur the higher risk 
individuals. The majority of the states we interviewed utilized some type of 
supplemental payments in addition to their regular capitation rates. 
 
Risk Sharing 
Risk Corridors - Health plans and states (and CMS) may use risk corridors where 
they share in both profits and losses under the contract, outside of a predetermined 
threshold amount. After an initial corridor, in which the health plan is responsible for 
all losses or retains all profits, the state (and CMS) contributes a portion toward any 
additional losses, and receives a portion of any additional profits. These risk corridors 
are typically symmetrical percentages around the capitation rate or claim cost 
component of the capitation rate. However, symmetry is not required. 
 
If risk corridor arrangements result in payments that exceed the approved capitation 
rates, these excess payments will not be considered by CMS to be actuarially sound to 
the extent that they result in total payments that exceed the amount Medicaid would 
have paid, on a FFS basis, for the state plan services actually furnished to enrolled 
individuals, plus an amount for entity administrative costs directly related to the 
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provision of these services. In order to compute the FFS cost of providing services, 
the state must “price” the health plan’s encounter data through the state’s FFS MMIS 
system. Risk corridors can be particularly effective during implementation of a new 
program or population; however Mercer would not typically recommend risk 
corridors as a long-term reimbursement tool because of their relatively high 
administrative burden. Due to the potential limit of CMS’ Federal Financial 
Participation (FFP) if payments are required, and the data issues surrounding pricing 
of the health plan encounters, risk corridors have decreased in popularity as a risk 
sharing alternative. CMS has indicated potential flexibility in the pricing of the health 
plan’s encounter data by the state, so if risk corridors are a desired option, it is 
important to work closely with the state’s CMS Regional Office. Just two of the states 
from our survey currently utilize risk corridors. 
 
Risk Pools – Risk pools are another risk sharing mechanism used by states. With the 
use of risk pools, a portion of the capitation amounts are withheld from the health 
plans and set aside for funding “pools.” Funds are then distributed to health plans 
based upon pre-set criteria (typically pro-rata based upon claims experience among 
plans). The use of risk pools can limit a state’s liability (unlike typical stop-loss or 
risk corridor arrangements), and so may not be viewed as true risk sharing by the 
health plans. Risk pools are most often used in states with very few rate cells. Only 
one of the states in our survey was currently using risk pools. 
 
Reporting Requirements  
The reporting of cost and utilization information to the state by health plans is a 
critical component of the rate-setting process. As managed care programs grow, the 
volume of FFS data diminishes. This loss of FFS data creates a need to have other 
sources of data, including Medicaid specific financial and utilization data, as well as 
complete and accurate encounter data. The adequacy of reported information also 
enables and/or limits a state’s ability to utilize some risk difference adjustment 
mechanisms discussed previously. 
 
Conclusion 
A variety of reimbursement structures and payment mechanisms exist that are being 
utilized by other states. It is important to keep in mind that no two of the fourteen 
other states included in our survey structure their reimbursement exactly the same. In 
addition, some of the concepts discussed in this section would be complementary to 
each other, while others would not. Therefore, not all of the approaches identified 
above would be appropriate to implement in combination with each other. In 
attempting to identify and select the best mix of risk difference adjustment 
mechanisms and payment structures to complement Medi-Cal’s unique program 
design elements, CDHS will have to consider (as would any state Medicaid agency) 
staffing resource and system limitation realities. The next section of this report 
includes a combined list of prioritized recommendations. 
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5 

Recommended Priorities 
The following are Mercer’s recommended priorities for CDHS moving forward. This 
report was organized into two main sections, the capitation rate development process 
review and the reimbursement structure review. Because the two are interrelated, the 
recommended priorities for both are included here. Some important considerations to 
keep in mind while reviewing these recommendations include the level of effort 
involved, responsible parties and stakeholders, return on investment, and whether it is 
achievable in the short- or long-term. 
 
 Utilize up-to-date health plan encounter data, as well as data beyond the COHS 

plans, supplemented as necessary and appropriate, as the base data source for 
future rate development efforts. 

 Develop county and/or model specific capitation rate processes.  
 Implement standardized Medi-Cal specific financial reporting for health plans by 

major capitation risk group. 
 Perform a detailed review of health plan financial statements to identify 

appropriate costs and/or factors for use in rate development. 
 Revise the capitation rate calculation model to capture both utilization and unit 

cost values. See “Typical” Mercer Capitation Rate Calculation Sheet (CRCS) in 
Appendix C. 

 Further analyze data to identify the best possible capitation risk groups and 
service categories for future rate-setting. A reconfiguration of capitation risk 
groups and service categories may be employed based on the outcome of such 
analysis. 

 Implement a maternity supplemental payment to cover the cost of all deliveries 
(may consider implementing a separate < age 1 rate at the same time). 

 Develop a mechanism to measure the relative risk of each health plan in order to 
identify adverse/positive selection. Aside from potentially adjusting capitation 
payments, an additional result of this analysis could be the implementation of 
performance incentives to reward better quality/performance. 
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Additional analyses will likely be necessary by CDHS to thoroughly understand and 
identify the resources required and operational changes necessary to implement these 
recommendations. Engaging in those analyses is the most logical next step for CDHS. 
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Appendix A  

Health Plan Reaction A  
This section contains comments received from the Medi-Cal health plans based on a 
presentation made by Mercer in December 2005. 
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Appendix B  

Health Plan Reaction B  
This section contains comments received from the Medi-Cal health plans based on a 
presentation made by Mercer in May 2006. 
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Appendix C  

Sample CRCS Sheet 
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Category of Service Util/1000 Unit Cost PMPM Util/1000
Unit 
Cost PMPM Util/1000 Unit Cost PMPM

New 
Service

Network 
Access

Cost 
PMPM

Inpatient 373           2,336.03$ 72.66$      -2.0% 3.8% 1.7% 355          2,564.32$ 75.84$      -$       -$         75.84$      
Outpatient 987           440.52$    36.23$      1.0% 2.5% 3.5% 1,012       468.57$    39.51$      -$       -$         39.51$      
Physician 6,113        99.63$      50.75$      1.0% 2.9% 3.9% 6,267       107.01$    55.88$      -$       -$         55.88$      
Pharmacy 2,198        219.60$    40.21$      2.0% 15.5% 17.8% 2,309       314.84$    60.58$      -$       -$         60.58$      
DME 915           197.83$    15.09$      1.0% 4.0% 5.0% 938          218.21$    17.06$      -$       -$         17.06$      
Non-Physician Professional 1,940        57.43$      9.28$        1.0% 3.2% 4.2% 1,988       62.14$      10.30$      -$       -$         10.30$      
Lab/Radiology 857           53.30$      3.81$        0.0% 2.5% 2.5% 857          56.69$      4.05$        -$       -$         4.05$        
Dental 215           70.32$      1.26$        2.0% 0.5% 2.5% 226          71.20$      1.34$        -$       -$         1.34$        
Other 1,751        34.77$      5.07$        1.0% 2.5% 3.5% 1,795       36.98$      5.53$        -$       -$         5.53$        
Non-Encounterable Expenses 2.34$        3.0% 2.52$        -$       -$         2.52$        
Total 236.71$    1.0% 4.8% 5.8% 272.61$    -$       -$         272.61$    

31.16$      
7.79$        

311.55$    

1 Annual trend factors are applied for 30 months. Administration  10.0%  
Underwriting Profit / Risk / Contingency  2.5%  

Subtotal  

Base Data -  Encounters Annual Trend1 Trended SFY07 Encounters Program Changes
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Appendix D  

Rate Method Matrix 
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CA COHS ED/ FR L-A 10.0% (2) 10.0%

CA                      
Two Plan/GMC ED/ FR L-A 8.5 - 11.5% (2) 8.5 - 11.5% 6.0%

NE ED/ FR A-M 7.5 - 9.0% 1.0 - 2.0% (1) 8.5 - 10.0% 6.0%

South FFS/ FR M 10.1% (2) (2) 10.1%

NE ED/ FR A 10.3% (2) (2) 10.3%

West ED/ FR A 8.6% 2.4% (1) 11.0% 2.0%

South ED/ FR A 9.5% 1.3% 0.3% 11.1% 2.0%

Midwest FFS/ FR A-M 10.0% 1.0 - 3.0% (1) 11.0 - 
13.0%

NE FFS A 7.5 - 10.0% 1.5 - 5.0% (1) 9.0 - 15.0%

West All A 12.0% (2) (2) 12.0% 4.0%

Midwest All A 9.0 - 11.0% 1.0 - 3.0% (1) 12.0%

NE FR A-M 10.7% 2.0% 12.7% 1.0%

South FFS Range 10.0 - 
11.0% 2.0 - 3.0% 12.0 - 

14.0%

NE FFS/ FR Range 13.0% (2) (2) 13.0%

NE FFS L 13.0% 2.0% (2) 15.0%

South FR A 15.0% (2) (2) 15.0%

(1) Included in Underwriting Gain %.
(2) Included in administrative expenses.
(3) California administrative percentage is applied to claims, 
other percentages are percent of total capitation.

Base Rates
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Managed Care Program Design Risk Adjustment Mechanisms
Financial Utilization Encounters
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CA COHS 8% M Yes 12 (8)

CA                      
Two Plan/GMC 44% B 45 days 9

Arizona 88% M 90 days 13

Connecticut 72% M Yes 1

Georgia (1) M 17 (6) (6) (6) (6) (6) (6)

Maine (1) V 100 
days 4

Maryland 68% M 30 days 51 (3)

Massachusetts 30% V Yes 8 (4)

Missouri 44% M 15-19

New Jersey 70% B 26

New Mexico 64% M 30 days 17 (5)

New York 61% B 30 days 16 (3)

North Carolina 1% V 30 days 19

Ohio 31% B 10 (5)

Pennsylvania 67% B 30 days 8

Washington DC 64% B 30 days 10 (5) (7) (7) (7) (7)

Notes:
(1) Plans were not yet effective on 12/31/2004. (5) Mandatory through Commercial carrier.
(2) Check-star acknowledges age/sex in distinct risk groups (other than <>1). (6) Reporting guidelines have not been finalized.
(3) Mandatory reinsurance through State or commercial carrier (7) MCOs respond to annual rate setting data request.
(4) Non TANF only. (8) Geographic adjustments are only applied to Long Term Care.
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